
- 229 -

APPENDIX A 


EFFECTIVE DATES AND TRANSITION RULES 


Implementing the Treasury Department's reform proposal will 
involve a fundamental tradeoff. On the one hand, immediate 
implementation of the proposals would be desirable in order to capture 
as soon as possible the gains in equity, economic neutrality and 
simplicity described at length in this report; immediate imple­
mentation would also be the simplest policy, as it would avoid 
inevitably complex transition rules. On the other hand, immediate 
implementation of the proposals would be unfair and disruptive; 
taxpayers who made commitments based on the current tax structure 
would suffer unanticipated gains and losses when the tax law was 
changed suddenly. Such reform-induced windfall gains and losses 
amount to essentially arbitrary redistributions o f  income and are 
therefore an undesirable, if inevitable, consequence of  reform. The 
magnitude of the gains and losses induced by implementation of the 
Treasury Department's proposal could be reduced by delaying or 
phasing-in implementation or by using "grandfathering" provisions
which guarantee current tax treatment to taxpayers who made commit­
ments based on current law. 

The Treasury Department's proposal provides for a fair and orderly
transition by striking a balance between the conflicting objectives of 
maximizing the equity, economic neutrality and simplicity gains of 
rapid implementation and minimizing the arbitrary redistributions of 
income induced by unexpected tax reform. All four of the imple­
metation options described above -- immediate coupled with 
grandfathering provisions, delayed, phased-in, and immediate -- are 
utilized toward this end. The proposed effective dates and transition 
rules for each element of the Treasury Department's proposal are 
summarized in Table A-1; the listing of proposed changes corresponds 
to those in Appendixes 5-A, 6-A, and 7-A. The proposed effective 
dates and transition rules assume that legislation is introduced in 
early 1985, and that the reform package is enacted on July 1, 1985 
with a general effective date o f  January 1, 1986. 

The proposed transition rules can be divided into four general

categories. Detailed descriptions of the transition rules are 

provided in Volume 11. The four general categories are summarized as 

follows. 


(1) Immediate implementation with grandfatherinq. Where feasible,
grandfathering provisions are effective in avoiding reform-induced 
windfall gains and losses. They have the effect of applying the new 
tax laws to new commitments but avoiding a change in the tax treatment 
of commitments made on the basis of current law. Elements of the 
proposal which provide for permanent grandfathering of existing 
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commitments include the new real economic depreciation r u l e s ,  the 
elimination of the investment tax credit, the extension of the at risk 
rules, the elimination of a variety of special expensing and 
amortization rules and other subsidies, the taxation of certain life 
insurance and annuity income, the new treatment of insurance company
loss reserves, changes in the treatment of irrevocable non-grantor
trusts, and the unification of the estate and gift tax laws. Note 
that whenever grandfathering occurs, it will generally benefit 
taxpayers to qualify for such treatment. In order to prevent a flood 
of tax-motivated commitments made prior to the general enactment date,
grandfathering frequently will be granted only to commitments made 
prior to the date legislation is introduced; note that such treatment 
is more generous than granting grandfathering only to commitments made 
prior to the announcement date of a proposal, as has sometimes 
occurred in the past. 

Grandfathering can also be provided on a temporary basis, where 
the goal is to reduce the windfalls caused by reform, but to subject
all commitments to the same tax treatment by some fixed point in time. 
This is the approach taken for reform in the area of fringe benefits,
where the new rules will apply as contracts expire o r ,  at the latest,
by January 1, 1989; also, application of the new r u l e s  will be delayed
for one year in the cases of the two largest fringe benefits,
employer-provided health care and life insurance, in order to allow 
time for employers and insurance companies to adjust to the new tax 
law. Similarly, partnerships existing prior to the date legislation
is introduced will not be subject to the new corporate-type taxation 
until January 1, 1990. 

Treatment similar in spirit to temporary grandfathering is 

proposed in several areas where the proposal will eliminate unfair 

preferential tax treatment, but immediate implementation would result 

in a large one-time increase in income as previously tax-advantaged

income is brought into the tax base. In these cases, the adverse 

effects of the one-time increase in income will be tempered by

allowing the increase in income to be spread evenly over a fixed 

number of years for tax reporting purposes. This treatment is 

proposed for the elimination of special bad debt deductions and the 

deduction for additions to "protection against loss" accounts by

property and casualty insurance companies, the restriction of the use 

of cash accounting, and the new rules for insurance policyholder

loans. 


( 2 )  Delayed implementation. Delayed implementation of some of the 
Treasury Department's proposals is recommended for four reasons. 

First, delay reduces the magnitude of reform-induced redistri­

butions by postponing the change in tax liability and by allowing time 

for existing commitments to expire. For these reasons, interest 

indexing will be postponed until January 1, 1988, and capital gains

indexing (on non-depreciable assets) will be postponed until January

1, 1989. 
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Second, delay allows time for rebudgeting in cases where the 

elimination of preferential tax treatment should be offset by

appropriate increases in Federal, state or local expenditures. For 

this reason, the changes in the taxation of military compensation and 

of unemployment and workers' compensation will be delayed until 

January 1, 1987. 


Third, delay allows time for adjustment to new rules. Many of the 

changes in the taxation of estates will be delayed for one year in 

order to allow estate planners time to adjust to the new rules. 

Similarly, the replacement of the possessions tax credit with a wage

credit will be delayed for one year to allow businesses time to adjust 

to the new tax structure. 


Fourth, repeal of the individual and corporate minimum taxes --
subject to full implementation of the reform proposal -- will be 
delayed until January 1, 1990 in order to subject to taxation existing
preferences which are grandfathered. 

( 3 )  Phased-in implementation. Phasing-in implementation is 
recommended for several elements of the Treasury Department reform 
package. Since phasing-in involves a modified form of delayed 
enactment, it not only has the advantage of reducing the magnitude of 
reform-induced redistributions, but also the further advantage of 
capturing some of the equity and economic neutrality gains from reform 
immediately. Phasing-in is recommended for the dividend relief 
proposal, the elimination of the itemized deduction for state and 
local taxes, the new limit on charitable contributions, the 
elimination of graduafed corporate tax rates, the extension of the 
limit on interest deductions, and the denial of business deductions 
for entertainment expenses and meal costs in excess of a limit. 

(4) Immediate implementation. I n  many cases, the Treasury
Department's reform proposals can be implemented immediately with 
little effect on existing commitments. The changes in the zero 
bracket amount, personal exemptions, and a variety of credits and 
deductions fall into this category; the changes in individual and 
corporate rates will be delayed for six months solely to achieve the 
goal of revenue neutrality in the initial year after enactment. 
Similarly, the extension of Individual Retirement Accounts and the new 
rules on pension distributions will be implemented immediately. 

Another class of proposals where reform should be implemented
immediately are those involving provisions that are particularly
objectionable in terms of violating equity principles. These include 
some changes in trust rules, limits on deductions for business 
expenses away from home, and highly preferential special rules for 
life and property and casualty insurance companies. Similarly, in 
view of the strong equity and neutrality arguments for elimination of 
the special preferences for the energy and natural resource 
industries, the Treasury Department proposes that these preferences be 
repealed immediately; to reduce the impact of immediate implementation 
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or1 the energy industry, the repeal of the windfall profits tax will be 
accelerated by three years, with the scheduled three-year phase-out
beginning on January 1, 1988 instead of JatlUaKy 1, 1991. 
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A P P ~ I Xc 

The attached tables summarize some highlights of the tax systems

of several major U.S. trading partners. 


The tables should be read with caution, as many of the features 
which determine the impact or burden of a tax cannot be accurately
presented in such a summary form. For example, it requires a great
deal of information to define the base of an income tax; but without 
doing so, little can be learned from a comparison of tax rates. Even 
if one could measure the base and rate for a selected pattern of in-
come ant3 deductions, it is difficult to select income levels which 
represent comparable living standards in different countries and lines 
of activity. 

For such reasons, the tables select certain aspects of foreign tax 

systems which can be more easily compared in a summary fashion, seek­

ing to minimize both complex qualifications and inaccuracy. The f o r ­ 

eign countries included in the comparison are France, Germany, the 

Netherlands, Sweden, the United Kingdom, Japan and Canada. 


Level and Composition of Taxes 


Part I of the table illustrates the share of tax revenues in total 

domestic production in the respective countries and the extent to 

which each country relies on different types of taxes. 


The figures shown include taxes imposed at all levels of govern­
ment. Part I shows that the share of tax revenues in domestic 
production varies substantially among the countries compared. Japan
and the United States are at the lower end of the scale with ratios of 
2 7  and 3 0  percent, respectively. In Canada, Germany, and the United 
Kingdom, the ratios fall between 35 and 4 0  percent. And in France,
the Netherlands, and Sweden the ratios are roughly 4 5  to 50 percent. 

The composition of tax revenues varies even more markedly. Japan,
with the lowest ratio of taxes to output, relies more heavily than any
of the other countries on the corporate income tax as a source of tax 
revenues. Corporate income taxes account for 20 percent of total tax 
revenues in Japan, compared to only 3 percent in Sweden, which has the 
highest ratio of taxes to output. Total income taxes (not including
social security taxes) account for about 45 percent of tax revenues in 
the United States, Japan, Canada, and Sweden; but except in Japan, 36 
to 4 0  percent of the total are individual income taxes with corporate
income taxes contributing only 3 to 8 percent. 

France relies relatively little on income taxation. Social secu­
rity taxes and sales taxes account for more than 7 5  percent of total 
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French tax revenues. Social security taxes are also particularly high

in Germany and the Netherlands. 


Sales taxes are more important in all of the other countries than 
in the United States or Japan. However, even if sales taxes were ig­
nored, only in Canada would the tax/output ratio fall below that in 
the United States; the other countries which have higher ratios than 
the United States would continue to do s o .  This suggests that sales 
taxes are often an additional source of revenue rather than a 
substitute for other taxes. 

Individual Income Taxes 


Part I1 summarizes some features of individual income taxes. 

Unlike Part I, it describes only national level taxes. Part I1 shows 

that the marginal rates of individual income tax in the United States 

are relatively low under current law and the top rate will be even 

lower under avproposed broad-based income tax. Recognizing that 

nominal rates of tax can present a misleading picture, section B in­

dicates the average tax rate of a "typical" taxpayer in each of the 

countries, based on 1982 data. The typical taxpayer is defined as the 

taxpayer with the median income level for that country at that time. 

The U.S. tax burden ranks 4th in the group of seven countries, with an 

average tax rate that is higher than that in three of the other 

countries, but lower than that in the other four. 


Five of the seven foreign countries surveyed provide some infla­

tion adjustment for the tax threshold and bracket rates in the 

personal income tax. Beginning in 1985, the United States will be in 

line with that practice as well. 


Corporate Income Tax 


As shown in Part 111, five of the seven countries provide tax 
relief for dividends paid from income that is subject to tax at the 
corporate level. The proposed U.S. system will also bring our 
practice into line with other countries on this point. 

Part 111 also summarizes corporate tax rates at the national level 

and provisions for capital cost recovery. The proposed reduction in 

the U.S. corporate tax rate will bring that rate below that in any of 

the other seven countries. (Sweden also has a low national rate but 

imposes a substantial local corporate income tax.) 


The proposed U.S. system will provide more protection against
inflation-induced mismeasurement of income than that of o u r  other 
trading partners. Our treatment o f  capital cost recovery in general
will be more in line with the practice of other countries, with 
respect to both equipment and structures, under the proposed system
than it is under present law. 

Part 111 further illustrates that the proposed adoption of a per-

country limitation on the foreign tax credit would be consistent with 
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the typical practice of other countries that employ a foreign tax 

credit. 


Sales Taxes 


Finally, Part IV of the table gives some details on the rates and 

bases of value added taxes imposed in the five European countries con­

sidered. The United States, Canada and Japan do not have a national 

value added tax. However, Canada imposes a Federal general sales tax 

at the manufacturers’ level, and there are provincial sales taxes at 

the retail level. Many U.S. states also impose general sales taxes. 


The table does not attempt to give a comprehensive picture of the 

scope of value added taxes, but simply points out that, even within 

the European Economic Community, it has been difficult to standardize 

the treatment of different transactions. 
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